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The Strom Thurmond Institute of Government and Public Affairs sponsors research and public
service programs aimed at enhancing civic awareness of public issues and improving the quality of
American national, state, and local government The Institute is a privately funded, nonpartisan,
nonprofit, true-exempt organization affiliated with Oemson University. The views presented in this
report are not necessarily those of the Strom Thunnond Institute of Government and Public Affairs
or of Clemson University.

PREFACE
There are 342 separate public or quasi-public (e.g., nonprofit water companies) water supply
systems in South Carolina Since 22 of these systems supply more than 40 percent of the water, most
water suppliers in South Carolina are relatively small and have limited staffs. The responsibility for
making policy and management decisions rests with boards of lay citizens who give a few hours of
their time each month to their duties. The quality of those decisions depends upon these lay citizens
having access to reliable and easily understood information.
Research undertaken at the Strom Thurmond Institute of Government and Public Affairs has
shown that the accounting practices in many small watersupply systems in South Carolina do not now
produce the type of information the lay boards' oversight requires. In many systems, accounts are
maintained in a haphaz.ard fashion and produce information that has little value for those responsible
for management and policy. Even in those systems where accounts are maintained with care, the data
often are not organized in ways that allow lay citizens sitting on oversight boards to extract the
maximum usable information. Accounting practices vary widely among water suppliers making it
impossible for systems to compare costs and returns with other similarly situated systems.
This accounting guide was prepared as a tool for addressing the deficiencies in water system
accounting in South Carolina It is intended to serve two purposes: to establish a framework for a

standardized accounting approach that allows comparisons between and across water suppliers in
South Carolinaand to serve as abasisfor training clerical staffs of water suppliers in properaccounting
procedures. The guide suggests specific techniques for handling some ofthe most common problems
encountered in maintaining accounts for water supply systems and provides pro-forma examples of
the types of accounting reports that persons serving on local water system boards should regularly
receive.
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Chapter I

ACCOUNTING AND FINANCIAL REPORTING
Accounting, financial reporting, and the production of financial statements are not ends in
themselves. Financial statements should provide useful infonnation about specified organizations,
whether public, private, not for profit, or governmental. The communication of infonnation
concerning the economic activity of productive entities is of crucial importance to promoting the
optimum output of goods and services as well as to serving the public interest in a mixed economy.
The most useful information concerning any productive entity relates to its net assets and changes in
those net assets from time to time. This information is usually conveyed by financial statements.
Financial reporting normally is done with financial statements, which attempt to disclose the
financial position of an entity at a particular date and the results of operations for a particular period
of time ending on the same date as the financial position date. Financial statements usually consist
of a balance sheet, an income statement, an analysis of changes in retained earnings, and a statement
of cash flows. A complete set of financial statements includes supporting schedules (e.g., details of
inventories), elaborations of special aspects of business activity (sequence reporting), as well as
rearrangements of underlying data and supplementary statements. 1 These statements are closely
related to one another and rest upon the same underlying data.
Most activities of government are quite different frorri those ofprivatefirms. The revenues raised
by general government are usually not derived from the specific services rendered. For example, there
is no specific charge for public safety services; they are financed, along with many other services, from
general property taxes or other taxes.
However, governments frequently also engage in business-type activities. Those activities
resemble private-sector business activities not only because they provide the same kind of services
as private-sector businesses but also because there is an ()XChange relationship between the provider
and the consumer. The provider charges the consumer for services provided, for example, a toll for
use ofa road, a charge for water, or a fare to ride the bus. Some bear a further resemblance to private
sector business activities because they are self-sufficient and operate as separate, legally constituted
organizations. Others more closely resemble governmental-type activities because they are regularly
subsidized by taxes and/or operate as departments within a government Despite differences,
governmental business-type activities are nevertheless a part of government, subject to the same
public accountability requirements as governmental-type activities.
Any exchange relationship causes users of financial reports to focus on measuring the costs (or
resource outflows, or both) of providing the service, the revenues obtained from the service, and the
1

RobertT. Sprouse andM. Moonitz,A Tentative Set ofBroadAccounting Principlesfor Business
Enterprises, Accounting Research Study 3, (New York: American Institute of Certified Public
Accountants, 1962), p. 4.

differences between the two. Whetheroneis more importantthan the other depends on various factors,
including the way in which user charges are calculated and whether subsidies are provided by general
government
Cost-of-services infonnation is useful for public policy decisions. For example, a policy of
recovery of all costs may detennine the amount that a business-type governmental activity charges
users for its services. In other cases, capital assets may be provided by direct subsidies (general
government or intergovernmental grants) and therefore may not be included in calculating user
charges. However, in both cases, users of financial statements need to know the full cost of operating
the business-type activity, including knowing the cost of the subactivities that make up the principle
activity. Also the financial implications of the subsidies or grants need to be understood. At the same
time, information about revenue flows is also useful, particularly when user charges are based on
revenue flows rather than costs. Subsidies from general government may also be based on net cash
outflows rather than on net operating deficit after depreciation.
Most capital assets of business-type activities, including water districts, are revenue producing.
For example, user charges for a water supplier are usually based on the cost to acquire, treat, and
distributewater. The acquisition, treatment, anddistribution ofwater consumes the capital assets, such
as pumps and pipes, of the activity. Without these capital assets, the ability to acquire, treat, and
distribute water would be impaired.
The capital assets of many governmental-type activities, by contrast, do not have a direct
relationship to the government's revenue-raising capabilities. Therefore, the incentive for business
type activities to defer needed maintenance may not be as great as that for governmental-type
.. activities. When business-type activities receive general government subsidies, however, they need
to compete for funds with governmental-type activities and are subject to the same constraints.
Regardless of how they are financed, many business-type activities are capital intensive, and the
need for infonnation concerning those assets needs to be considered when developing financial
reporting objectives.
Governmental business-type activities often perform only a single function. If the function is
supplying water, for example, the problems, procedures, and cost components of acquiring, treating,
and distributing it are similar, regardless of whether the function is performed by a private-sector
business, a water district, or an enterprise fund, or as part of a broader government's general fund. As
a result, there is frequently a greater potential for comparability among business-type activities
performing similar functions, whether public or private, than among governmental-type activities.
Some governmental business-type activities are designed to be insulated from the political
process. They are not part of the general governmental budgetary process, they have a direct
relationship between fees and services rendered, and they are undertaken by separate legally
constituted agencies. In some instances, however, this insulation from the political process has less
substance than appearances suggest Especially in subsidized activities, rate setting even by
independent boards is political in nature. For example, mass transit user charges sufficient to pay all
the costs of the system may be politically or economically undesirable, so that subsidies are often
2

provided from general tax revenues or grants from other jurisdictions. Once operating or capital
subsidies are provided. the influences of the political process become just as significant as in
governmental-type activities

Budgets and Fund Accounting
The use of legally adopted budgets and fund accounting is less common for business-type
activities than for governmental-type activities. Unless the business-type activity is operated as a
governmental department, the review and adoption process and legal status of the budget may be
different For many business-type activities, the budget should represent essentially an internal
management process, lacking the force oflaw. Similarly, because business-type organizations often
perform a single function, fund accounting is not as common as it is in governmental-type activities.
However, it is sometimes used as a result of bond agreements to provide controls for the protection
of bond holders.

Uses of Governmental Financial Reports
In general, the users and uses of governmental financial reports are essentially the same
regardless of whether the activity is business-type or governmental-type. Some users' needs are better
satisfied by separate reports of the business-type activity; others' needs can only be satisfied by using
the reports of the broader general government
Although mayors and city/county councils of general purpose governments are not considered
to be the primary users offinancial reports of governmental-type activities, they often become more
like outside users when governmental business-type activities are organized separately from the
governments that oversee them. When business-type activities are subsidizedby direct appropriations
from general government, day-to-day relationships between local government officials and the
business-type activity are often similar to those of other departments. As the financial relationships
become more distant, external financial reporting becomes increasingly important to the parent local
government in monitoring the activities and the management of business-type activities.
The uses of financial reports of business-type activities generally differ only in emphasis from
the uses of financial reports of governmental-type activities. Users of separate financial reports of
business-type activities want to understand the financial condition and results of operations for that
activity; they are often notconcerned withcomparing actual total expense amounts with budgeted total
amounts; however, they are rightly concerned with comparing actual perunit expenses with budgeted
per unit expenses. For example, the fact that a total of $500,000 was budgeted for acquisition of water
and $510,000 was actually incurred may not be relevant or useful. However, the fact that$ .98 per
thousand gallons was budgeted for acquisition of water and $1 .01 per thousand gallons was actually
incurred is relevant and useful.
Investors and creditors are concerned primarily with whether the business-type activity is
generating and will continue to generate sufficient cash to meet debt service requirements. They are
also concerned with compliance with bond provisions for the business-type activity.

3

Citizen groups and consumers use results of operations information primarily to assess the
reasonableness of user charges. Of primary interest to this group of users is the relation between the
price of services and the cost of services. They need information about effectiveness, economy, and
efficiency, because this information affects user charges.
Local and (sometimes) state officials review financial reports of business-type activities from
both perspectives. Depending on their legal relationships with the business-type activity, these
officials may also use financial reports to assess whether the activity needs to be subsidized with
general governmental revenues or whether the general government may appropriate for other uses
some partofthe net cash flows generated by the activity. They may also want to compare actual results
with the budgets they have approved. Local officials are the representatives ofcitizens (consumers)
and as such need the same information already mentioned as being useful to consumers.

Public Accountability
Accountability is the cornerstone of all financial reporting in government The dictionary defines
accountable as "being obliged to explain one's actions, to justify what one does." Accountability
requires governments to answer to the citizenry-to justify the raising of public resources and the
purposes for which they are used. Governmental accountability is based on the belief that the citizenry
hasarighttoknow. Fmancialreportingplaysamajorroleinfulfillinggovernment'sdutytobepublicly
accountable in a democratic society.
Applying the broad concept of public accountability to financial reporting by water suppliers
raises the issue of whether and how much to extend reporting beyond current practice. If being
.. accountable means being obliged toexplain one's actions, what are the limits ofdisclosure? Prcxiucing
information is expensive. How does one balance the cost ofproviding information against the value
of the public' s right to know? The need to be accountable for resources provided involuntarily by
taxpayers makes benefit-cost analysis particularly difficult in setting standards. That is, information
may be provided when the cost of providing the information exceeds the benefit of having that
knowledge. In addition, the benefits of financial information are usually difficult or impossible to
measure objectively, particularly in a governmental environment
Demonstrating accountability through financial reporting includes providing information to
assist in evaluating whether the government was operated within the legal constraints imposed by the
citizenry. The structure of government, the nature of resource providers, and the political process are
characteristics of the environment that underscore the need for accountability.

Budget Balance and Financial Statements
The intent of balanced budget laws is that the current generation of citizens should not be able
to shift the burden of paying for current-year services to future-year taxpayers. Recently, the term
intergenerational equity has been used to express this concept. However, because a generation is
defined as approximately 30 years and because the term intergenerationalequity has implications that
go beyond financial reporting, the term interperiod equity may be more appropriate, expressing the
concept of yearly balance or, if not yearly balance, then the balance over two to three years.
4

Interperiod equity is a significant part of accountability and is fundamental to public adminis
tration. It therefore needs to be considered when establishing financial reporting objectives. In short,
financial reporting should help users assess whethercurrent-yearrevenues are sufficient to pay for the
services provided that year and whether future taxpayers will be required to assume burdens for
services previously provided. Professional accountants believe that the net income (not cash flow)
ofan enterprise for a period measured by the accrual accounting method is the most relevant indicator
ofthe sufficiency of revenues. Accrual accounting ensures that all revenue and expenses are recog
nized, not just those that involve cash payment2

2Financial Accounting Standards Board, Statement ofFinancial Accounting Concepts No. 4:
Objectives of Financial Reporting by Nonbusiness Organizations, (Norwalk, Conn.: Financial
Accounting Standards Board, 1980).
5
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Chapter II

PRESENT PRACTICE
In order to assess current practice regarding financial reporting, a sample of 50 financial
statements was drawn from South Carolina governmental water suppliers. The sample population
consisted of both independent water districts and water departments of municipal and county
governments. Based on the sample statements, the present practice is described in this chapter under
an income statement section and a balance sheet section. The sample statements were examined to
determine what information financial reports of governmental water suppliers already provide,
whether existing financial reports provide reasonable and comparable information in a format that
meets the users' needs, and what type of reporting will meet users' needs.

Income Statement
Reporting Classes of Revenue
Of the 50 financial statements of South Carolina water suppliers examined, 29 of the sampled
districts had additional operating revenue for sewage collection and disposal. Of these, 21 displayed

sewer operating revenue separately from water sales revenue. In the sample, 13 did not segregate the
revenue from these two sources on the face ofthe income statement butrather showed the breakdown
in the notes to the financial statements. It was not possible to determine the breakdown of revenues
and expense between water and sewer operations of two water suppliers. This combining of revenues
discouraged examination of the source ofoperating revenue; therefore, the income statements of these
two districts were not furth~r examined. Of the water revenues reported, 48 suppliers reported charges
for services, while 38 also reported other water operating revenues.

Reporting Operating Expenses
In reporting and classifying operating expenses, 28 suppliers had a caption for administration of
the water function; 48 had a caption for operation of the water function. Of these 48 suppliers, 45
showed depreciation [general] as a caption. Seven suppliers had other expenses as a caption. None
of the suppliers displayed acquisition ofwater as an expense caption. None displayed treatment of
water as a caption. None showed distribution ofwater as a caption.

Nonoperating Revenues and Expenses
The caption interest earned on investments was used by seven of the 48 income statements.
Interest expense was shown on 46 of the 48 statements. Five suppliers showed a gain or loss on the
saleof securities. Miscellaneous revenues or expenses were shown on 29 ofthe 48 income statements,
while 18 suppliers reported a gain or loss on the sale of fixed assets.

Income or ~ Before Transfers and Extraordinary Items
Of the 48 statements ofrevenues, expenses, and changes in retained earnings, eight reported a
loss before operating transfers and extraordinary items. The remainder reported a positive income for
the period There were 28 of48 statements which reported an operating transfer or extraordinary item.

Net Income
All 48 ofthe remaining sample showed a caption for net income. Of these 48, nine had a net loss
rather than income. While a loss can be caused by several factors, including a planned reduction in
assets, a loss is a serious matter and generally recognized as a predictor of future problems.

Prior Period Adjustments
Of the 48 statements of revenues, expenses, andchanges in retained earnings examined, nine had
prior period adjustments. In other words, these nine made some change from one generally accepted
accounting method to another accepted method during the year. Generally, these changes are made
to produce financial statements which more fairly state the financial position andresults of operations.

Balance Sheet
Current Assets
All 50 of the samplereported some entries under the caption currentassets. While various names
.. were used for cash, cash and short term investments was the most popular term.
Of the sample, 48 had accounts receivable. Of those with accounts receivable, 21 showed the
gross value, the allowance for uncollectible accounts value, and the net value of accounts receivable.
The two without accounts receivable had a caption for financed receivable as a current asset.

Grants receivable were shown as a current asset for four water suppliers. Receivables from
officers and employees were shown on two balance sheets as current assets. Other receivables was
used as a caption on 17 of the 50 balance sheets. Accrued interest receivable was shown as a current
asset by 12 of the sample. Due from affiliates was shown on 14 of the 50 balance sheets.
Inventory was a current asset on 31 of the balance sheets. On most it was not clear on the face
of the statement that this represented an inventory of supplies rather than an inventory of the primary
commodity, water. Prepaid expense was shown as a current asset on 27 of the sample of 50. One of
the sample balance sheets showed investment in joint venture as a current asset.

Restricted ~ts
Of the 50 balance sheets examined, 40 had somerestricted assets on the balance sheet. Customer
security and tap deposits was shown as a restricted asset on 12 of~e 50 balance sheets. Presumably,
of the other 38, twenty-eight showed customer security deposits in the restricted cash caption while

8

the other ten could have commingled security deposits with cash or at least combined the two for the
financial statements. Twelve of the 50 had a restricted asset named capital renewal and replacement
account It can be assumed that cash builds up in the capital renewal and replacement account in the
normal course of business by the recognition of depreciation expense. Revenue bond funds was a
restricted asset on 14 of the 50 balance sheets. Cash and investments at cost was a caption on 28 of
the balance sheets. Other restricted assets was shown on 13 of the balance sheets.

Property, Plant and Equipment
Only two ofthe balance sheets did not contain a caption for property, plant and equipment These
two appeared to be small start-up suppliers. Land and easements was shown on 39 of the remaining
48 balance sheets. Building and improvements were shown on 28 balance sheets. Maintenance
equipment, machinery and office furniture was shown on 38 of the 48 balance sheets. Vehicles were
shown separately on 16 ofthe balance sheets. Distribution system was shown on 45 ofthe 48 balance
sheets. Constructionin progress was shownon 25 ofthe 48 statements. All 48 balance sheets displayed
accumulated depreciation as a separate item so that users could determine gross and net values.

Other Assets
Long-term financed receivables was shownon two ofthebalance sheets. Deferred bondissuance
costs were shown on 19 of the 50 balance sheets. Miscellaneous was shown as an other asset on 10
of the balance sheets.

Current Liabilities
Accounts payable and accrued liabilities were shown on 48 of the 50 balance sheets. Notes
payable-current portion was shown on 25 of the 50 statements. Accrued interest payable was shown
on 14 of the 50 statements. Contracts payable-current portion was shown on 5 of the 50 statements.
Due to affiliates was shown on 12 of the 50 balance sheets. Deferred revenue was shown on 4 of the
50 balance sheets. Revenue bonds payable was shown as a current asset on 9 of the 50 balance sheets.
Revenue bonds payable from restricted assets was shown as a caption on another 26 ofthe statements.
In addition to the revenue bonds payable above, there were many instances of current liabilities
payable from restricted assets shown separately. Under this heading, seven showed construction
contracts: Accrued interest on revenue bonds was shown on 26 ofthe balance sheets. These 26 were
the same 26 that displayed the above revenue bonds payable from restricted assets. Customerdeposits
were shown on 40 of the 50 balance sheets as a current liability payable from restricted assets.
Miscellaneous was shown on 14 statements, while unearned customer contributions was shown on
six statements.

Long-Term Liabilities
Of the 50 balance sheets, 47 had some long-term liabilities. Under this heading, 36 statements
displayed revenue bonds payable. Notes payable was shown on 25 statements. Deferred revenue was

9

shown on 10 statements. Deferred compensation payable was shown on six statements. Contracts
payable was shown on nine statements.
Fund Equity: Contributed Capital

Contributed capital was shown on only 39 ofthe 50 balance sheets. This absence of contributed
capital indicates that 11 of the suppliers were started with no contributed capital and were financed
entirely by debt and retained earnings. Also implied is that these 11 had never charged any tap fees.
Fund Equity: Retained Earnin~

Of the 50 statements, 39 had reserved retained earnings. Unreserved retained earnings was
shown on 49 of the 50 balance sheets.

Chapter ill

SUGGESTED PRACTICE-STATEMENT OF REVENUES, EXPENSES, AND
CHANGES IN RETAINED EARNINGS
Financial statements of a water district should provide infonnation about its resource inflows,
its resource outflows and its earnings. Business activity depends on the flow of resources in a water
district, typically beginning with cash outlays for input prcxiucts, through their use in prcxiucing and
distributing water for sale to customers, to accounts receivable, and finally to cash receipts. This
earning process is the primary interest to users of financial statements of water suppliers. Information
concerning operating revenue and expense flow is usually reported in a statement of revenues,
expenses and changes in retained earnings as prescribed by GAAFR.3
In addition to displaying the earnings of a business enterprise, the income statement must be
consistent with the balance sheet That is, the earnings shown should correspond to an increase in net
assets on the balance sheet minus the amount transferred to other funds (if any).

For a governmental water supplier, there must be some financial report which displays the
revenues and expense of the period for the water supplier. With such a report, users can be sure that
revenues have been adequate to provideforexpense or todetermine whether someexpenses have been
financed by a reduction of equity.
·
While governmental water suppliers are not intended to make profits, they are viable only if they
have long run financial inflows (revenue, gain, donations received, or transfers in) equal to or greater
than long run financial outflows (expenses, losses, donations made, or transfers out). In fact, most
governmental enterprises will strive to have a positive net income in order to increase retained
earnings.
To measure the health and efficiency of the organization, water suppliers must measure and
report the differences between revenues and expenses. This measurement and display of revenue and
expense prcxiuces a statement ofrevenues, expenses, andchanges in retained earnings which is similar
to the income statement of a business enterprise.
Reporting Classes of Revenue
In examining financial statements of 50 South Carolina water suppliers, it was found that 28 of
the sample districts had additional operating revenue from sewage collection and disposal. Of these

twenty-eight, 15 displayed sewer service operating revenue separately from water sales revenue. The

3

Governmental Accounting, Auditing, and Financial Reporting. Municipal Finance Officers
Association: Chicago, 1988.

other 13 did not segregate the revenue from these two sources. Combining these revenues made it
difficult to determine the source of operating revenue.
When a water supplier also has other operating revenue such as sewer service revenue, this
source(s) should be shown separately on the face ofthe statement ofrevenues, expenses, and changes
in retained earnings. As a minimum, the water supplier should report operating revenue from water
sales and operating revenue from sewer service (if any) separately. Other operating revenues, such
as tap fees, should also be shown separately on the face of the statement of revenues, expenses, and
changes in retained earnings.
When a water supplier has operating revenues from water sales, sewer service fees, water tap
fees, and sewer tap fees, they should each be shown separately. For example,
Operating revenues:
Charges for sales and services:
Water sales
Sewer charges
Water tap fees
Sewer tap fees
Total operating revenue

$ 9,670
9,989
642
556
$20,857

Alternatively, water operating revenues can be shown in one caption and sewer operating
revenues in another caption. Using the above example, one could have:
Operating Revenues:
Water:
Sales of water
Water tap fees
Total

$ 9,670
642
$10,312

Sewer:
Sewer charges
Sewer tap fees
Total

$9,989
556
$10,545

Classifying Expenses
The goal of all water districts is to ensure that all customers "have the water they need for
beneficial uses at the time they need it, in the place they need it, in the quantity and quality they need,
and at the lowest possible cost' 14 Note that the phrase is lowest possible cost and not lowest possible
price. If one accepts this as the goal of water districts, then the objectives or programs of the water
supplier must support this goal.
4

Water for South Carolina's Future: Executive Summary, (Oemson: Strom Thurmond
Institute, 1989), p. 14.
•

12

In order to distribute water, the supplier must necessarily acquire water in needed quantities. To
ensure thequality, the water must be acquired potable or be filtered and treated chemically. Ifthe water
supplier is to ensure quantity (both gallonage and pressure), then adequate storage facilities must be
maintained. Finally,tocarryoutalltheseobjectivesrequiresthatsomeoneadministerthewatersupply
function.
Thus, with the goal of assuring that all customers have the water they need for beneficial uses
at the time they need it, in the place they need it, in the quantity and quality they need, and at the lowest
possible cost, the objectives of a water supplier should be:
To acquire water at the lowest possible cost,
To ensure that water is potable,
To distribute water in needed quantities and needed pressures as efficiently as possible,
To administer the water supplier entity efficiently.
If the statement of revenues, expenses, and changes in retained earnings of the water supplier
classifies expenses on a uniform basis then it is much easier to compare water supplier performance
to some standard If the expense classification is based on the objectives or programs of the water
distriet, then the cost of each objective or program, on both a total basis and per thousand gallon basis,
can be determined. Tiris classification should provide users of financial statements with infonnation
to evaluate performance as well as to make decisions. For example, if managers of the water supplier
are aware of the cost of acquiring water in the current period, they can compare this acquisition cost
to past periods as well as to the cost experienced by similar water suppliers. Similarly, knowing more
about the cost of acquiring water can facilitate "make or buy" decisions. For example, another water
supplier offers to sell potable water to the water district at a specified cost per thousand gallons. An
alternative is to pump and treat water. This "make or buy" decision is made on a more rational basis
when acquisition and treatment costs are known and understood

Another method of classifying expense is by object such as salaries, depreciation, travel, and
office expenses. Tiris classification method gives some information but usually does not provide
relevant information for decision making or comparison to standards. Object classifications are
sometimes useful as a control function exercised by managers of the water supplier. However,
knowing that the entity recognized X dollars of depreciation expense is information that is seldom
usable in decisions or evaluation.
In order to provide information for classifying expense as to the objective of the entity, a chart
of accounts must be developed which facilities the preparation of the statement of revenues, expenses,
and changes in retained earnings as well as necessary control. Tiris can easily be done by classifying
all expense accounts first by objective, with subcategories by object of expenditure, if object of
expenditure information is needed for control or other purposes.
For example, the expense accounts of a water supplier would be:
Accounts Number 501-525

Those accounts that will be summarized under the caption
Expenses ofacquiring water.
13

Accounts Number 526-550
Accounts Number 551-575
Accounts Number 576-599

Those accounts that will be summarized under the caption
Expenses oftreating water.
Those accounts that will be summarized under the caption
Expenses ofdistributing water.
Those accounts that will be summarized under the caption
Expenses ofadministration.

Using the above example, account number 501 would contain salary expense involved with
acquiring water, account 526 would contain salary expense involved with treating water, account 551
wouldcontainsalaryexpense associated with thedistribution ofwater, and account number 576 would
contain all othersalaries. Thus, ifthe total salary expense were needed for control purposes, one would
simply total accounts 501, 526, 551, and 576.
This classification plan merely incorporates the traditional functional reporting of expense into
the reporting of expense by objectives. If this or a similar chart of accounts is adopted, a matrix of
expense can be developed. For example, all expenses can be classified on the following matrix.
Expenses

Personnel

Depreciation

Supplies

Other

Total

Acquisition
Treatment
Distribution
Administration
Total
Thus, a matrix ofexpenses can simplify the classification ofexpenses. Ofcourse, some allocation
ofjoint expenses may be necessary. Forexample, ifoneofthe maintenance personnel works halftime
in acquisition, one-fourth in treatment and one-fourth in distribution, then this person's salaryexpense
would be allocated between the three programs in the personnel column.
Another consideration is whether personal fringe benefits should be classified as a personnel
expense or other expense. If possible, fringe benefits should be reported as a personnel expense and
allocated between the programs, using estimates or some systematic method. Only where it is
impossible to assign fringe benefit expenses to other programs should the complete fringe benefits be
assigned to administration.
Because the tap fee revenue is that part of the billing that represents the cost of connecting new
customers to water lines, that expense ought to be a separate category. For example, during the year
the water district connects various customers and developers to water lines. Billings for these services
amount to $5,815, which exceeds actual connection costs by $4,294. The journal entry to record this
revenue is:
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Accounts receivable
Operating revenues: tap fees
Contributed capital: customers
Contributed capital: developers

CR

$5,815
$1,521
208
4,086

1lris entry illustrates that the actual cost of tapping new customers to existing lines is the only
amount of the billings that is recognized as revenue. In all cases of tap fees and impactfees, therevenue
recognized should exactly equal the actual cost of providing the service. The ex~ of billin~ over
the actual cost ofprovidingthe tap is a part ofcontributed capital. The tap fee provides additional
assets, either cash or fixed assets. These assets should be increased when the contributed capital is
increased.

Depreciation
Depreciation expense should be computed using historical cost and a generally accepted method
for financial statements. Management should also compute depreciation expense and the balance in
the accumulated depreciation using replacement costs. The comparison of the expense computed
using each method should provide management with useful information.

Operating Income
. Operating income is the difference between operating revenues and operating expenses. To
compute operating income, subtract totalwater operating expenses from the wateroperatingrevenues.
1lris segregation will result in a separate operating income for water and sewer operations.

Nonoperating Revenues and Nonoperating Expenses
If nonoperating items are inseparable between water and sewer, one caption should be used;
however, to the extent that nonoperating items are separable, they should be reported separately. If

a nonoperating revenue can be associated with either of the major segments (water or sewer) of the
enterprisefund andthe amount is material, then that segmentshould beindicated. For example, a water
district earns interest of $1000. Of this amount, $200 is a result of its water segment, $300 is caused
by its sewer service segment, and $500 cannot be identified with either segment The nonoperating
revenues section should show:
Nonoperating revenues:
Interest Revenue (Water)
Interest Revenue (Sewer service)
Interest Revenue (General)
Total nonoperating revenues

$ 200
300
500
$1,000

Similarly, if a nonoperating expense can be associated with either segment and the amount is
material, then the segment should be indicated. Net income is determined by subtracting the
net nonoperating expenses from or adding the net nonoperating revenues to the operating income.
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An example of a water district with a sewer component follows on the next two pages. The first
example is for single year statements, and the second example is for comparative financial statements.

This fonnat, like any other financial statement, assumes that the reader is reasonably infonned
in accounting matters. This format has two primary advantages: (1) it clearly separates the revenue
and expenses for water and sewer operations, and, (2) it classifies the water operating expenses by
objectives of the water supplier. The separation ofwater operations from sewer operations gives a less
sophisticated user more knowledge of the results of operations. The classification of operating
expense by objective gives the user more knowledge of what each objective costs.
The separation ofwater operations from sewer operations has the effectofdisclosing to the casual
reader whether each segment is supporting itself or being subsidized by the other. For example, if the
two operations are combined, then profitin the water operation can mask a deficit in sewer operations.
Knowledge provided by this separation is useful to the casual reader who may pay user fees.
The classification by objective allows the reader to determine which objectives of the water
operation require specified amounts ofresources. This classification allows the reader to observe how
the management of the water district is allocating resources. For example, if the water district is
offered the opportunity to buy treated water from an outside source, then knowledge of the historical
cost of acquisition and treatment would be useful. Furthennore, classification of expense by any
method other than components of the overall goal provides less useful infonnation to the user of the
financial statements.
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WILKES WATER DISTRICT
Statement of Revenues, Expenses, and Changes in Retained Eami~

For the Year Ended June 30, 1990
Operating revenues:
Water:
Sales of water
Water tap fees
Total
Sewer:
Sewer charges
Sewer tap fees
Total

Water
$9,670
642
10,312

Operating expenses:
Water:
Acquisition of water
Treatment of water
Distribution of water
Administration of district
Cost to provide taps
Total water expenses

Nonoperating Revenues (Expenses):
Interest revenue
Interest expense on long-term debt
Amortization of debt discount expense
Allowance for funds used during construction
Net Nonoperating Revenues (Expenses)
Net Income before extraordinary item
Extraordinary gain on advanced refunding
Net income
Retained earnings, January 1, 1990
Retained earnings, December 31, 1990

Total

$9,989
556
$10,545

$20,857

2,240
842
1,534
4,698
642
9,956

Sewer:
Various accounts
Total operating expenses
Operating income

Sewer

9,412

356

1,133

19,368
1,489

642
(1,653)
(243)
624
$ (630)
859
776

1,635
21,987
$23,622
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WILKES WATER DISTRICT
Statement of Revenues, Expenses, and Changes in Retained Eamin~
For the Years Ended June 30, 1990 and 1989
Operating revenues:
Water:
Sales of water
Water tap fees
Total Water
Sewer:
Sewer charges
Sewer tap fees
Total Sewer
Total operating revenue
Operating expenses:
Water:
Acquisition of water
Treatment of water
Distribution of water
Administration of district
Cost to provide taps
Total water expenses
Sewer:
Various accounts
Total sewer expenses
Operating income (Water)
Operating income (Sewer)
Total operating income
Revenues (Expenses):
Interest revenue
Interest expense on long-term debt
Amortization of debt discount expense
Allowance for funds used during construction
Net interest charges (income)
Net Income before extraordinary item
Extraordinary gain on advanced refunding
Net income
Retained earnings, Beginning of the year
Retained earnings, End of the year

1990

1989

$9,670
642
10,312

$8,5(,()
531
9,091

9,989
556
10,545

8,878
445
9,323

20,857

18,414

2,240
842
1,534
4,698
642
9,956

2,016
758
1,381
4,275
531
8,961

9,412

8,471

356
1,133
1,489

130
852
982

642
(1,653)
(243)
624
(630)

532
(1,653)
(256)

859
776
1,635

(395)
(395)

21,987
$23,622

22,382
$21,987

(1,377)

Note: In this example, all amounts were considered material in order to illustrate presentation. The nonoperating revenues and expenses are
considered inseparable in this example.
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Chapter IV

SUGGESTED PRACTICE-BALANCE SHEET
As stated in GASB Cod Sec 2200.108 [in part]5, "balance sheets show financial position-the
assets, liabilities, and fund balance or other equity . . . of a governmental unit at a specified date."
The balance sheet of a South Carolina water district should show all assets used by the water supplier.
These assets should not be shown in the general fixed asset group of accounts of the parent
governmental unit Conversely, the assets that belong to and are routinely used by the parent
governmental unit should not be shown on the water supplier's balance sheet

General Format
The general format of a balance sheet is reprinted on the next page from page 303 of
Governmental Accounting, Auditing, and Financial Reporting.

Reporting Cash
Several names are used by governmental units to report on unrestricted cash, investments, and
cash and cash equivalents. The most commonly used is cash. Other popular terms are cash and
investtnents, cash and cash equivalents as well as cash with additional wording such as cash on hand,
cash in bank, or cash in checking. The single caption cash is the preferred practice unless unusual
circumstances cause some other caption to provide a fairer presentation.

Investments
Permanent or long-term investtnents should be recorded at cost or, if there has been a permanent
impairment of the asset value involved, at the lower market value. The difference between the par
value of an investment debt security and its cost is a premium or a discount that must be amortized.
Amortization is the process of reducing the premium or discount to zero at maturity of the investment.
The amortization of this premium or discount is subtracted from or added to the cash interest received
to compute interest revenue.

Fixed~ts
GASB Coo. Sec. 1400.103-106 provides the following guidance with respect to fixed assets.
Enterprise fund fixed assets are capitalized in the fund accounts to facilitate reporting of all costs of
providing the gocxis or services that require the use of the fixed assets and to include among the assets
of the enterprise funds all fixed assets that may have been used to secure fund debt.
5

Govemmental Accounting Standards Board, Codification of Governmental Accounting and
Finanacial Reporting Standards, (Stamford, Conn.: Governmental Accounting Standards Board,
1984).

I
NAME OF GOVERNMENT
Comparative Balance Sheets
Water and Sewer Authority Enterprise Fund
December 31, 19X8 and 19X7
(amounts expressed in thousands)
19X8
Assets
Current assets:
$ 1,016
Cash
123
Cash with fiscal agent
14,610
Investments
409
Interest receivable
Accounts receivable (net of allowance for uncollectibles) 2,621
Due from other funds:
General fund
37
Golf course fund
2
Fleet management fund
Inventories
308
19,126
Total current assets
Restricted assets:
Customer deposits
Revenue bond operations and maintenance account
Revenue bond construction account
Revenue bond current debt service account
Revenue bond future debt service account
Revenue bond renewal arid replacement account
Total restricted assets
Deferred charge

1,543
1,294
18,542
3,706
737
1,632
27,454

546
Fixed assets:
Land
604
Buildings
20,928
Accumulated depreciation-buildings
(2,476)
Improvements other than buildings
1,250
Accumulated depreciation-improvements other
than bldgs
(342)
Machinery and equipment
104,283
Accumulated depreciation-machinery and equipment (14,723)
Construction in progress
7,118
Fixed assets (net of accumulated depreciation)
116,642
Total Assets
$163,768

20

19X7
$ 823
7,322
316
2,326
21
18
461
11,287
1,199
1,023
1,380
523
1,165
5,290
469

604
13,100
(1,964)
1,250
(188)
103,825
(12,973)
103,654
$120,700

The more frequently observed account titles used to identify a water district's fixed assets are
land, buildings, construction in progress, machinery and equipment, improvements other than
building, and property, plant and equipment.
GASB Cod. Sec. 1400 states that fixed assets should be accounted for at cost or, if the cost is not
practicably determinable, at estimated cost Donated fixed assets should be recorded at their estimated
fair value at the time received.
Cost has been defined by GASB Cod. Sec. 1400.111 as consideration given or received,
whicheveris more objectively determinable. Cost includes not only thepurchase price ofconstruction
cost, but also ancillaty charges to put the asset in its intended location and condition for use. Ancillary
charges include such items as freight, transportation, site preparation, professional fees, and legal
claims directly attributable to asset acquisition. If there is capitalization of the interest cost incurred
during construction, it should be disclosed and consistently applied.
Depreciation of fixed assets accounted for in a water district enterprise fund should be recorded
in the accounts of the water district. Depreciation expense is determined by allocating in a systematic
manner the net asset cost (original cost less estimated salvage value) or assigned value over the
estimated service life of the asset. Depreciation expense is assigned to one or more classification's
expense mentioned in the previous chapter. Depreciation is also recorded in an accumulated
depreciation account The balance sheet should display the original cost of all fixed assets together
with accumulated depreciation for each named fixed asset rather than merely showing fixed assets at
their net value.
·
Concerning nonmonetary transactions that involve the trade-in of fixed assets or similar barter
of fixed assets, the GAAFR provides:
AccountingPrinciples Board (APB) Opinion No. 29, Accounting foc Nonmonetuy
Transactions, addresses exchanges with another entity involving nonmonetary assets or
liabilities. Nonmonetary assets and liabilities are defined in APB Opinion No. 29 as
assetsorliabilitieswhoseamountsarenotfixedintermsofunitsofcurrency. Themos!
common nonmonetary transaction that governments involved in enterprise activities
encounter is the acquisition of fixed assets with trade-ins.
The underlying principle of APB Opinion No. 29 is that nonmonetary trans
actions should be valued on the same basis (i.e., fair value) as monetary transactions.
A major exception is made for exchanges that are not part of the completion of the
government' seaming cycle. Fixed asset trade-ins generally would be classifiedin this
latter category.
Basedon the guidance provided in APB Opinion No.29, if an enterprise activity
trades in a "productive" fixed asset (i.e., asset used in production of revenue) for a
similar asset, the acquired asset generally would be valued at the net book value. If
the traded asset exceeds its fair value, the loss would be recognized at the time of the
transaction.
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The GAAFR discusses interest capitalization during construction. The interest on the loan
during the construction period should be included in the cost of the fixed asset The GAAFR states:
When a government chooses to construct a fixed asset for an enterprise fund, a
significant accounting issue that arises is the calculation of interest to be capitalized.
Guidance on the capitalization of interest is contained in two pronouncements of the
Financial Accounting Standards Board (FASB): StatementofFinancial Accounting
Standards (SFAS) No. 34, Capitalization of Interest Cost, and SFAS No. 62,
Capitalization of Interest Costs in Situations Involving Certain True-Exempt Borrow
ings and Certain Gifts and Grants.
When SFAS No. 34 was issued, governments identified problems with one of
the pronouncement's underlying principles. SFAS No. 34 provides that the interest
capitalization period should begin only when construction expenses are incurred.
Before the True Reform Act of 1986, many governments would borrow funds well in
advance ofactual construction. The timing of the borrowing often played an integral
role in the government's capital budgeting decisions. Because interest was earned on
the bond proceeds and paid on the debt outstanding before actual construction costs
were incurred, many governments believe that SFAS No. 34 did not properly address
construction factors in the government environment
The True ReformAct of 1986, which limits both the time that the governmentcan
take before starting construction and interest earnings on bond proceeds, has reduced
the effect of these concerns. However, the FASB addressed governmental units'
initial concerns in 1982with the release of SFAS No. 62. This pronouncement, which
provides that interest expense should be capitalized, net of interest revenue earned on
the proceeds, from the time of the borrowing until the completion of the project,
applies to "specified qualifying assets." SFAS No. 34definedqualifyingassets in part
as, "assets that are constructed or otherwise produced for an enterprise's own
use." SFAS No. 62 provides that a specified qualifying asset is one where proceeds
are externally restricted to finance the acquisition of that particular asset Th~refore,
in instances where constructedassets are not specifically identified as partofthe bond
indenture, governments would apply SFAS No. 34 for the purpose of enterprise fund
interest capitalization without modification. In addition, SFAS No. 34 would be
applied to assets constructed with taxable debt proceeds because of the limited scope
ofSFAS No. 62.

Noncancellable or Capitalized Leases
GASB Cod. Sec. 1400.108 provides that the fixed assets classification should include assets that
are, in substance, acquired under noncancellable leases. The related lease obligation should be
recorded as a long-term debt It requires also that significantnoncapitalizedlease commitments should
be disclosed in the notes to the financial statements.
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Restricted Assets
GAAFR points out that:
Customer deposits also should be classified as restricted assets. Utilities,
housing authorities and other enterprise activities often require deposits to insure
against nonpayment of billings and/or property damage. Because the deposit remains
the property of the customer, governments establish restricted accounts to distinguish
these assets form currentassets available for operations. The asset account is balanced
by a customer deposits payable liability account to demonstrate the fiduciary
relationship with the customers. The customer deposit account also may include a
provision, based on stature or policy, for accruing interest payable to the customers
upon return of the deposit
Bond indentures and other legal requirements sometimes mandate that
governments establish separate accounts within an enterprise fund to report assets
(e.g., cash, investments) restricted to specific uses. Although these accounts often are
referred to improperly in bond indentures as funds, they should be reported as
accounts within an enterprise fund to meet generally accepted accounting principles.
To demonstrate compliance with the provisions of bondindentures, account informa
tion may be presented in combining and/or individual schedules in the CAFR
[Comprehensive Annual Fmancial Report].
Five accounts normally are associated with revenue bond indentures: revenue
bond construction; revenue bond operations and maintenance; revenue bond current
debt service; revenue bond future debt service; and revenue bond renewal and
replacement The revenue bond construction account normally represents cash and
investments (including interest receivable) segregated by the bond indenture for
construction. Construction liabilities payable from restricted assets should be
reported as contracts payable;estricted assets. As with all restricted accounts,
construction assets, and the liabilities to be paid for them, generally should not be
classified as current assets and liabilities, pursuant to Accounting Research Bulletin
No. 43, Restatement and Revision of Accounting Research Bulletins. The difference
between the restricted construction asset and liability accounts is not required to be
reported as a reserve in retained earnings.
A revenue bond operations and maintenance account often is established
pursuant to a bond indenture. Resources for this account are provided through bond
proceeds and/oroperating income or net income. This account generally accumulates
assets equal to operating costs for one month. Once this account has been established,
additional proceeds from the future bond issues generally are necessary only to the
extent the costs associated with these expanded operations are expected to increase.
This account is normally balanced by a reserve for revenue bond operations and
maintenance account in retained earnings.
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Bond indentures also may include a covenant requiring the establishment of a
restricted account for the repayment of bond principal and interest Resources for this
account also are provided through bond proceeds and/or operating income or net
income. Normally, assets accumulated for debt service payments (i.e., principal and
interest) due within one year are classified in the revenue bond current debt service
account This account is at least partially associated with bonds payable-current and
accrued interest payable accounts. Any difference between the revenue bond current
debt service account and related current bonds payable and accrued interest payable
should be reported as reserved retained earnings. When accounts are restricted for
debt service payments beyond the next twelve months, a revenue bond future debt
service account should be established.
The final restricted account established pursuant to a covenant within a bond
indenture is the revenue bondrenewal and replacement account Bond proceeds and/
ornet income often are restricted forpayments of unforeseenrepairs andreplacements
of assets originally acquired with bond proceeds. Provided that liabilities have not
been incurred for this purpose, the revenue bond renewal and replacement account is
balanced by the reserved for revenue bond renewal and replacement account in
retained earnings.
There is a general rule that should be considered when determining the amount
ofretained earnings that should bereserved related to restricted asset accounts.Unless
otherwise required by the bond indenture, retained earnings should only be reserved
for amounts of restricted assets in excess of related liabilities.

Current Liabilities
Current liabilities are defined as those debts owed for which payment must be made by the water
district within one year. Some liabilities, while they will probably not be repaid within a year,
nevertheless are classified as current liabilities. For example, in actuality we may not pay a certain
employee for compensated absences for ten years; however, because the district is liable to pay the
employee on demand, the obligation is recognized as a current liability.

Otherlte~
No other balance sheet items were materially significant.
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ChapterV
SUGGESTED PRACTIC~TATEMENT OF CASH FLOWS

The statement of cash flows is required for all enterprise funds and must be prepared for each
water district GASB Statement No. 9, "Reporting Cash Flows of Proprietary and Nonexpendable
Trust Funds and Government Entities That Use Proprietary Fund Accounting" was issued in
September 1989. It provides that a statement of cash flows (rather than a statement of changes in
financial position) be prepared for enterprise funds. This GASB statement was issued because the
definitions of the categories of cash flows provided in FASB Statement No. 95 were deemed not to
meet the needs of users of governmental financial reports. GASB Statement No. 9 provides four
categories of cash flows: operating, noncapital financing, capital and related financing, and investing.
For a water supplier, cash inflows from operating activities include:
a. Cash inflows from sales of water and sewer services, including receipts from collection of
accounts receivable.
b. Cash receipts from sales of water and sewer services to otherfunds ofthe municipal or county
government
c. Cash receipts from grants for specific activities that are considered to be operating activities
of the grantor government when the grant is essentially a contract for services.
d. Cash receipts from other funds for reimbursement of operating transactions.
_
e. All other cash receipts that do not result from transactions defined as capital and related
financing, noncapital financing, or investing activities.
Cash outflows for operating activities include:
a. Cash payments to acquire water, treatment chemicals, and other additives, including
payments on accounts -payable.
b. Cash payments to other suppliers for other goods and services.
c. Cash payments to employees for services.
d. Cash payments for specific activities that are considered to be operating activities of the
grantor government For example, a water district makes a payment of $1,000 per year to the
county government toreimburse the countyforpolice protection provided to the waterdistrict.
e. Cash payment for taxes, duties, fines, and other fees or penalties.
f. Cash payments to other funds for reimbursement of operating transactions, including
payments in lieu of taxes.
g. All other cash payments that do not result from transactions defined as capital and related
financing, noncapital financing, or investing activities.
For a water supplier, cash inflows from noncapital financing activities include:

a Proceeds from issuing bonds, notes, or other borrowing that is not clearly attributable to

acquisition, construction, or improvement of capital assets.
b. Cash receipts from grants or subsidies except those specifically restricted for capital purposes
or those for specific activities that are considered to be operating activities of the grantor
government For example, grants or subsidies provided to finance operating deficits would
be classified as noncapital financing activities.
c. Cash received from other funds except those amounts that are clearly attributable to acquisi
tion, construction, or improvement ofcapital assets or those amounts that represent operating
transactions (see above), oramounts that represent reimbursement for operating transactions.
d. Cash received from property and other taxes collected for the water supplier and not
specifically restricted for capital purposes.
Cash outflows for a water supplier's noncapital financing activities include:
a Repayments of amounts borrowed for purposes other than acquiring, constructing, or im

proving capital assets. Also included are interest payments on this debt
b. Cash paid as grants or subsidies to other governments or funds except for specific activities
covered under operating activities.
Cash inflows for a water supplier's capital and related financing activities include:
a Proceeds from issuing or refunding bonds, mortgages. notes, and other borrowing clearly

attributable to the acquisition, construction, or improvement of capital assets.
b. Receipts from capital grants awarded to the water supplier.
c. Receipts from contributions made by otherfunds, governments, organizations, or individuals
for the specific purpose of defraying the cost of acquiring, constructing, or improving capital
assets.
d. Receipts from sales of capital assets and proceeds from insurance of capital assets that are
stolen or destroyed.
e. Receipts from special assessments or property and other taxes levied specifically to finance
the construction, acquisition, or improvement of capital assets.
Cash outflows for a water supplier's capital and related financing activities include:
a Payments to acquire, construct, or improve capital assets.
b. Repayments orrefundings of amounts borrowed specifically to acquire, construct, or improve
capital assets. Included also is the interest on such borrowings.
c. Other principal and interest payments to vendors who have extended credit to the water
supplier directly for purposes of acquiring, constructing, or improving capital assets.

Cash inflows from investing activities for a water supplier include:
a Receipts from collection of loans made by the water supplier and sales of other entities debt

instruments that were purchased by the water supplier. The receipt of interest on such loans
is also an inflow from an investing activity.
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b. Receipts from sales of equity instruments and from returns from investments, such as
dividends, in those instruments.
c. Withdrawals from investment pools that the water supplier is not using as demand accounts.
Cash outflows for a water supplier's investing activities include:
a. Disbursementsfor loans made by the water supplier andpayments to acquire debt instruments
of other entities.
b. Payments to acquire equity instruments.
c. Deposits into investment pools that the water supplier is not using as demand accounts.
In determining between capital and noncapital financing, any debt that is clearly attributable to
capital construction, acquisition, or improvement should be considered capital debt, and the debt
proceeds and subsequent payments of principal and interest should be classified as "capital andrelated
financing."
An example of a water supplier's statement of cash flows is provided on the next page.
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WILKES WATER DISTRICT
Statement of Cash Flows
For the Year Ended June 30, 1990
Water
Cash flows from operating activities:
Water:
Cash received from water sales
Cash received from tap fees
Cash received from customer deposits
Cash paid to suppliers and employees
Cash provided by water operating activities
Sewer:
Cash received from sewer charges
Cash received from sewer tap fees
Cash paid to suppliers and employees
Cash provided by sewer operating activities
Net cash provided from operating activities

Sewer

Total

$9,870
642
200

(5,280)
$5,432
$9,439
556
(5,412)
$4,583
$10,015

Cash flows from capital and related financing activities:
Cash received from water tap fees
Interest on long-term capital debt
Advance refunding of long-term capital debt
Net cash from capital and related financing activities:

$ 5,815
(2,277)
(1,224)
$ 1,690

Cash flows from noncapital financing activities:
Interest revenue

642

Net Increase in cash and cash equivalents

$12,347

Cash and cash equivalents, Jan 1, 19XX

600

Cash and cash equivalents, Dec 31, 19XX

$12,947

Reconciliation of Net Operating Income to Net Cash Provided by Operating Activities
Net operating income
Adjustments:
Depreciation expense (water)
Depreciation expense (sewer)
Increase in customer deposits
Increase in accounts receivable
Total adjustments
Net cash provided by operating activities
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$1,489
$4,676
4,000
200
(350)
$8,526
$10,015

Chapter VI
SUGGESTED PRACTICE-ADDIDONAL DISCLOSURES

Footnotes are an integral part of all financial statements. Footnotes are required, in general, for
all financial statements. For example, all sets of financial statements are required to have a footnote
which discloses the significant accounting policies of the entity. The most authoritative guide to these
disclosures is contained in Disclosure Checklists and Illustrative Financial Statements for State and
Local Governmental Units, which is published by the American Institute of Certified Public
Accountants. This guide lists several items that apply specifically to water districts. The disclosures
normally made by a water district are discussed in this chapter.

Gainsand~
Gains or losses resulting from an involuntary conversion of a nonmonetary asset to a monetary
asset should be classified as either an extraordinary item or and unusual or infrequent item, whichever
is applicable. If these gains or losses occur, the details of the transaction should be disclosed in the
notes to the financial statements.
Early Extinguishment of Debt
Ifthe water district has gains or losses from the early extinguishment of debt, the footnotes should
contain a description of the extinguishment transactions, including the sources of any funds used to
extinguish debt if it is practicable to identify the sources. If there has been an advance refunding, the
difference between the cashflows required to service the olddebtand thecash flows requiredto service
the new debt and complete the refunding should be disclosed in the footnotes. Additionally, the
economic gain or loss resulting from the transaction should be disclosed.

Grants, Entitlements or Shared Revenue
Grants, entitlement, or shared revenues received for water district operating purposes or which
may be used for either operations or capital expenditures at the discretion of the water district should
be recognized as nonoperatingrevenues in the accounting period in which they are earned and become
measurable. When such resources in water district funds have been restricted for the acquisition or
construction of capital assets, these resources should be recorded as contributed equity.

Interest Cost
Interest cost is generally disclosed in all financial statements. Water districts should disclose the
amount of interest cost incurred and charged to expense during the period. During an accounting
period in which some interest cost is capitalized or made a part of the cost of an asset, the total amount
of interest cost incurred during the period and the amount thereof that has been capitalized should be

disclosed. For example, during 11 months of the year, Wilkes Water District was constructing a water
tank using borrowed funds to make progress payments. The interest that is directly attributable to this
construction should be included in the cost of the tank and not as interest expense.

Fund Transfers
Residual fund transfers should be reported as additions to contributed capital or as reductions of
retained earnings or contributed capital as appropriate in the circumstances. Operating transfers
should be reported in an operating transfers section of the statement of revenues, expenses, and
changes in retained earnings.

Related Party Transactions
Material revenues and corresponding costs and expenses in connection with transactions with
related parties should be disclosed in footnotes. The FASB has provided the following guidance about
the treattnent of related party transactions:
Example oftransactions between related parties include transactions between
(a) a parent company and its subsidiaries; (b) subsidiaries of a common parent; (c) an
enterprise and trusts for the benefit of employees, such as pension and profit-sharing
trusts that are managed by or under the trusteeship of the enterprise's management;
(d) an enterprise and its principal owners, management, or members of their
immediate families; and (e) affiliates. Transactions between related parties common
ly occur in the normal course of business. Some examples of common types of
transactions with related parties are: sales, purchases, and transfers of realty and
personal property; services received or furnished, for example, accounting, manage
ment, engineering, and legal services; use of property and equipment by lease or
otherwise; borrowings and !endings; guarantees; maintenance of bank balances as
compensating balances for the benefit of another; intercompany billings based on
allocations of common costs; and filings of consolidated tax returns. Transactions
between related parties are considered to be related party transactions even though
they may no be given accounting recognition. For example, an enterprise may receive
services from a related party without charge and not record receipt of the services
[SFAS No. 57, para. 1].
While the above definition was written in the sense of aforprofitcompany, its meaning can easily
be extended to a water district. Ifthe water supplier is an enterprise fund within a city, county or town
government, then the general fund and other funds are related parties to the water supplier enterprise
fund. Managers of the water fund are clearly a related party, and any material transactions with
members of management should be disclosed. Similarly, if the water supplier enterprise fund is part
of a city, county, or town governmental unit, the managementofthe government is a related party. The
ordinary sale of water to households of managers and governors on the same basis as sales to the
general public is not considered a material transaction and need not be disclosed.
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Interfund Transfers
Total revenues from the sale of water and operating interfund transfers in and out should be
disclosed. Similarly, charges for services from general government to the water system such as police
protection, fire protection, or solid waste disposal should be disclosed.

Depreciation Expense
The footnotes to the financial statement should disclose the following concerning depreciation
expense:
1. The depreciation expense for the period.
2. The balance ofmajor classes ofdepreciable assets, by nature or function at the balance sheet
date.
3. The accumulated depreciation either by major classes of depreciable assets or in total at the
balance sheet date.
4. A general description of the method or methods used in computing depreciation with respect
to major classes of depreciable assets.

Nonmonetary Tramactions
If any nonmonetary transactions have occurred during the period, they should be disclosed in the
footnotes. The most common kind of nonmonetary transaction for a water district is a barter
transaction. For example, a water district may trade in one fixed asset for another fixed asset This
footnote disclosure should describe the nature of such transactions, the basis of accounting for the
assets transferred, and gains or losses recognized on transfers.

Contracts
lfthewatersupplierhasenteredintoanycontractsforfuturepurchasesofwater,supplies,orother
assets, the nature and general terms of the contract should be disclosed in a footnote. The anticipated
transactions under this contract also should be disclosed in the same manner.

Segment Information
Segment information · should be disclosed for all major nonhomogeneous sectors of the
enterprise fund. If the water supplier also has a sewer service function, the financial statement notes
should disclose adequate information to ensure that the statements are not misleading. Specifically,
material operating subsidies (either intergovernmental or intra.governmental) from one segment ofthe
entity to another segment should be disclosed. Similarly, a material operating income or loss ofeach
segment should bereported. In addition, the source of all revenue from water sales should be disclosed.
The quantity and dollar amount of sales to categories of customers should be disclosed. In a note to
the financial statements, revenue from water sales should be segmented into sales to residences, sales
to industrial customers, sales to commercial customers, and other sales. Categories included in the
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caption other should each be less than five percent Any category that is greater than five percent
should be shown separately.

Contingent L ~
All contingent losses are either probable or reasonably possible. Ifthe contingent loss is probable
and can be reasonably estimated, it should be accrued in the financial statements; and the nature and
circumstances ofthe contingent loss should be disclosed in the footnotes to the statements. If the loss
cannot be reasonably estimated, the nature and circumstances of the loss should be disclosed in the
footnotes. If the loss is judged reasonably possible rather than probable, the nature and circumstances
of the loss should be disclosed in the footnotes of the statement In this case, whether the loss can be
reasonably estimated is irrelevant.
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Chapter VII

A GUIDE TO COST ACCOUNTING
Water suppliers need information about the cost of providing water to customers. h1 any
enterprise fund, cost is the fundamental basis of price. Water suppliers, when establishing prices to
be charged for water, must know the cost of supplying water. To establish price, managers and
directors consider the cost of providing goods or services and, based on this cost and other factors,
establish a price.
Only a systematic cost accounting system can provide cost information. A flexible budget is the
first step in establishing such a cost accounting system. The second step involves collecting actual
. costs data and comparing these costs to budget to determine variances. Third, variances should be
analyzed to determine their cause and correction, if necessary.

Budgets
Water districts should develop flexible budgets for their annual and monthly budgets. A budget
is a means of coordinating the combined intelligence of an entire organization into a plan of action
based upon past performance and governed by a rational judgement of factors that will influence the
course of the entity in the future. Simply stated, a budget is "a formal quantitative expression of
management plans." In a water supply organization, management plans are best expressed in terms
ofhow much water is supplied. A flexible budget allows a budget to be adopted that changes as water
sales change.
A flexible budget is a quantitative expression of goals for a range of activities based on
knowledge of cost behavioral patterns-essentially a set of budgets drawn up for a series of possible
production and sales volumes. They are used to determine what costs should have been for any given
volume of activity. In summary, a flexible budget shows one amount of budgeted cost if one level of
sales is attained, another amount if a higher level of sales is attained.

Fixed Costs v. Variable Costs
Generally, flexible budgets are developed using the concept offixed cost and variable cost. Fixed
costs are those costs that do not vary in total with the amount of water sold. For example, depreciation
is a fixed cost because the amount of depreciation does not change when water sales increase or
decrease. Variable costs do change in total when different amounts of water are sold. For example,
the amount of chemicals used for cleaning water increases when water sales increase.
If one looks at fixed costs and variable costs on a graph, it would look like Figure 1.
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Figure 1

$

FC

QUANTITY OF WATER SOLD
TC = Total Costs

VC = Variable Costs

FC = Fixed Costs

Thus, the first step in developing a flexible budget is to separate each ofthe statement ofrevenues,
expenses, and changes in retained earnings expenses into fixed and variable components. This
separation may be done by two methods. The first method consists of analyzing each element of
expense and determining if it varies with water sales or if it is fixed. Ifit varies with water sales, how
much does it increase for each thousand gallons sold? From this analysis, one can construct the
relationship:
Budgeted
Expense

=

Budget
Fixed Cost
Amount

+

Budgeted Variable
Cost per Thousand
(
Gal Sold

X

Forecasted )
Sales
in Thous Gal

Thus, our budget for each category of expense is:
Budget = FC + (VC x Sales)
The second method is to use a graph similar to the one above and plot each expense in dollars
on the vertical axis and water sales volume in thousands ofgallons on the horizontal axis. Several past
time periods could be selected and plotted. The time periods can be months or years, as long as they
are consistent After plotting the acquisition of water expense, the graph would appear similar to
Figure 2.
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Figure 2
X
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Aquisition
Cost

X

$

X
X

X

QUANTITY OF WATER SOLD

After plotting the amounts of water acquisition expense during past pericxis, the next step is to
approximate a straight line that is a representation of the plottedXs. For a visual estimation, drawing
a straight line that has about half the Xs above it and half below it is adequate. More advanced
techniques use regression analysis to give more precise value; however, for most water districts the
visual estimation is adequate. The graph after the line is plotted in is shown in Figure 3.
Figure 3
Water
Acquisition
Cost

$

Extra cost
~

For 10,000 gal

i
10,000 gal

FC

QUANTITY OF WATER SOLD
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After extending this line to the vertical axis, one can now determine the fixed cost of acquiring
water. The point at which the line meets the vertical axis, shown as FC in Figure 3, is the fixed cost
of acquiring water.
To detennine the variable cost of acquiring a thousand gallons of water, select a point on the
diagonal line. From this point, move horizontally to the right for the space represented by 10,000
gallons of water. At this distance measure upwards, to determine the number of dollars of expense
that would increase for this 10,000 gallon increase in sales volume. Divide this amount of additional
expense by 10 to detennine the variable cost per thousand gallons.

Sales Forecast
After determining the total fixed costand the variable cost per thousand gallons foreach expense,
the next step is to forecast sales volume. The sales forecast is the most important single element in
budgeting and planning, whether short-run, mid-range, or long-run. Because the sales forecast will
determine the budget to a great extent, most planning should be built around this sales forecast
The steps in developing a sales forecast are:
1. Preparation
a Study and evaluate current trends of sales in each geographic area

b. Compare the trends with those oftrends in other governmental units such as property tax
assessed valuation or building permits.
c. Try to identify relationships between water sales and state or county economic factors.
Try to detennine reasons for deviations in the patterns.
d. Identify relationship of district's sales to retail sales, if available. Determine reasons for
deviations.
2. First Approximation
Using above information and knowledge of district's situation, project district's sales in
thousands of gallons for one, three, and five years.
3. Second Approximation
Considerthe effect of planned development, both residential and commercial, on projected
sales.
4. Forecast
a Have supervisors review and adjust the forecast if necessary.
b. Identify seasonal patterns of water demand and detennine if they might change for any

reason. Using seasonal patterns to allocate water demand throughout the year, put
forecast on monthly basis.
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5. Review and Revision
a. Review the forecast at least quarterly or preferably monthly. Look for factors that have
changed and would require revision of forecast (increasing costs. etc.)

b. Review forecasts for possible errors (omissions, poor assumptions, etc.)
c. Provide forecasts to governing board ofofficials semiannually. Request elected officials
to review and comment on forecast

Example
After having developed the budget relationship, the budget itself can now be written. The
following is an example of a budget for the year 1991.
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XYZ WATER DISTRICT
Flexible Budget
For the Period Ending Dec. 31, 1991
Budget Formula
PerMGal
7,000

Units

Various Act Levels
x 1,000Gal
8,000

9,000

$6.00

$ 42,000

$ 48,000

$ 54,000

Acquisition

1.00

7,000

8,000

9,000

Treatment

.30

2,100

2,400

2,700

Distribution

.50

3,500

4,000

4,500

Administration

.10

700

800

900

Total Variable Costs

$1.90

13,300

15,200

17,100

Contribution Margin

$4.10

$ 28,700

$ 32,800

$ 36,900

1,000

1,000

1,000

-0-

-0-

-0-

Distribution

15,000

15,000

15,000

Administration

16,000

16,000

16,000

$ (3,300)

$ 800

$4,900

Sales
Variable Costs:

Fixed Costs:
Acquisition
Treatment

Operating Income
Other Income and deductions:
Interest revenue
Interest on long-term debt
Amortization of debt discount expense
Allowance for funds used during construction
Net interest charges (revenues)
Budgeted Net income (loss)
Retained earnings, January 1, 1991
Retained earnings, December 31, 1991
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(600)

(600)

(600)

1,553
243
(24)
1,172

1,553
243
(24)
1,172

1,553
243
(24)
1,172

(4,472)
23,622
$19,150

(372)
23,622
$23,250

3,728
23,622
$27,350

Variances
If a budget is adopted and is to be used, deviations from that budget (variances) should be
computed and, if significant, investigated. Investigation ofvariances should be made to discover the
conditions that caused the actual amounts to vary or to detennine if the budget was in error. In either
case, the knowledge gained from the investigation of the variance should be used to improve future
operations or to improve future budgets. If two or more factors caused the variance, then monetary
amounts should be assigned to each factor. This analysis of the variance can aid in improving
operations and improved budgeting.

While all variances should be investigated by management, large yariances should be investi
gated by top management The larger the variance, the higher the level of management that should
investigate the variance. All variances (computed annually) ofover ten per cent should be disclosed
in the notes to the financial statements. The note should contain the budgeted amount, the actual
amount, and an analysis of the variance(s).

Time Frames
While variances should be computed annually for financial statement purposes, variances should
be computed on a monthly basis formanagementpurposes. The purpose ofmonthly variance analysis
is to allow management to make changes on a timely basis. By computing variances monthly, .
managers should have knowledge of variances for 11 of the 12 months before year's end. Hopefully,
problems indicated by the monthly analysis of variances will~ corrected after several months'
review.

Expenses per Thousand Gallons
The wat~ district should compute each element of expense per thousand gallons of water sold.
This computation should be presented in a matrix as shown below.

Expenses

Personnel

Depreciation

Supplies

Other

Total

Acquisition
Treatment
Distribution
Administration
Total
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Unaccounted for Water
Unaccounted for water is water that enters the system that is not sold or used for authoriz.ed
purposes. Information about unaccounted for water should be presented in the notes to the financial
statements. A recommended format is shown on the next page. The purpose of computing and
displaying the data is to provide users of financial statements with information about the controls on
the sale of water. This information is also useful in evaluating the performance of management and
in minimizing leaks or other losses from the system.

Ratios
While governmental generally accepted accounting principles (GGAAP) do not require the
disclosure of financial ratios, financial ratios are important in the management of the fund or district
As a minimum the following ratios should be computed and provided to top management and the
governing board such as the city council or board of directors. These ratios should be shown for the
immediate and, as these data are collected, for the past three years in order to provide users of these
ratios with some basis for comparison.
Ratios are grouped into five principal categories: liquidity, coverage, leverage, operating, and
specific expense items.

Liquidity Ratios
Liquidity is a measure of the quality and adequacy of current assets to meet current obligations
.. of the water entity as they come due.

Current Ratio
Computation: Total current assets divided by total current liabilities.
Total Current Assets
Total Current Liabilities
Interpretation: This ratio is a rough indication of a water entity's ability to service its current
obligations. Generally, the higherthe currentratio, the greater thecushion between current obligations
and a water entity's ability to pay them. The stronger ratio reflects a numerical superiority of current
assets over current liabilities. However, the composition and quality ofcurrent assets is a critical factor
in the analysis of an individual water entity's liquidity.

Quick Ratio
Computation: Cash and equivalents plus receivables divided by total current liabilities.
Cash & Equivalents + Receivables (net)
Total Current Liabilities
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Unaccounted for Water'

mg

WATER INTRODUCED INTO SYSTEM - M1
METERED WATER TO USERS
Residential

mg

Commercial

mg

Industrial

mg

Other

mg

TOTAL-M0

mg

METERED RATIO - ~

(MofM1)

UNMETERED RATIO - Mu

( Ml - Mo)

X

100

=

mg

mg

ACCOUNTED FOR USES OR ALLOWANCES
Municipal Use

mg

Hydrant Use

mg

Meter Error

mg

Main Breaks

mg

Main Flushing

mg

Taruc Cleaning

mg

TOTAL ALLOWANCES - MA

UNACCOUNTED FOR WATER - UA
PERCENT UNACCOUNTED FOR WATER - UA%

mg

(Mu-MA)
(UA/Ml) x 100

=

mg
mg
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Stovall, L.B. "Financial Consequences and Considerations of Unaccounted for Water," South Carolina
Section, AWWA Seminar, November 14, 1989.
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Interpretation: Also known as the "ACID TEST' ratio, it is a refinement of the current ratio and
is a more conservative measure of liquidity. The ratio expresses the degree to which a water entity's
current liabilities are covered by the most liquid current assets. Generally, any value ofless than 1 to
1 implies a reciprocal "dependency" on inventory or other current assets to liquidate short-term debt.

Sales I Receivables
Computation: Net sales divided by receivables.
Net Sales
Receivables (net)
Interpretation: This ratio measures the number of times receivables tum over during the year.
The higher the turnover of receivables, the shorter the time between sale and cash collection. For
example, a water entity with sales of $720,000 and receivables of $(j(),OOQ would have a sales/
receivables ratio of 12.0, which means receivables tum over twelve times a year. If a water entity's
receivables appear to be turning over slower than the rest of the industry, further research is needed
and collection procedures should be examined closely. A problem with this ratio is that it compares
one day's receivables, shown at statement date, to total annual sales and does not take into
consideration seasonal fluctuations.

Days' Receivables
Computation: The sales/receivables ratio divided into 365 (the number of days in one year).
365
Sales / Receivable ratio

Interpretation: This ratio expresses the average time in days that receivables are outstanding.
Generally, the greaternumberofdays outstanding, the greaterprobabilityofdelinquencies in accounts
receivable. A comparison of a water entity's daily receivables may indicate the extent of its control
over credit and collections. The terms and procedures offered by a water entity to its customers may
affect this ratio. In the example above, 365 + 12 = 30.5, i.e., the average recei~able is collected in 30.5
days.

Sales to Working Capital
Computation: Net sales divided by net working capital (current assets less current liabilities
equals net working capital)
Net Sales
Net Working Capital
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Interpretation: Working capital is a measure of the margin of protection for current creditors.
It reflects the ability to finance current operations. Relating the level of sales arising from operations
to the underlying working capital measures how efficiently working capital is employed. A low ratio
mayindicatean inefficient useofworking capital while a very high ratio often signifies a cash shortage.
If working capital is zero, the quotient is infinity (INF). If working capital is negative, the
quotient is negative.

Coverage Ratios
Coverage ratios measure a water entity's ability to service debt

Earnings Before Interest (Ebi) / Interest
Computation: Earnings (profit) before annual interest expense and taxes divided by annual
interest expense.
Earnings Before Interest
Annual Interest Expense
Interpretation: This ratio is a measure of a water entity's ability to meet interest payments. A
high ratio may indicate that a borrower would have little difficulty in meeting the interest obligations
of a loan. This ratio ~so serves as an indicator of a water entity's capacity to take on additional debt.

Net Profit+ Depreciation, Depletion, Amortization I Current Maturities Long-Term Debt
Computation: Net profit plus depreciation, depletion, and amortization expenses, divided by the
current portion of long-term debt.
Net Profit+ Depreciation, Depletion, Amortization Expenses
Current Portion of Long-Term Debt
Interpretation: This ratio expresses the coverage of current maturities by cash flow from
operations. Since cash flow is the primary source of debt retirement, this ratio measures the ability
of a water entity to service principal repayment and is an indicator of additional debt capacity.
Although it is misleading to think that all cash flow is available for debt service, the ratio is a valid
measure of the ability to service long-term debt

Leverage Ratios
Highly leveraged water entities (those with heavy debt in relation to equity) are more vulnerable
to business downturns than those with lower debt to worth positions. While leverage ratios help to
measure this vulnerability, it must be remembered that they vary greatly depending on the require
ments of the particular water entity.
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Fixed I Worth
Computation: Fixed assets (net accumulated depreciation) divided by tangible net equity.
Net Fixed Assets
Tangible Equity
Interpretation: This ratio measures the extent to which equity (capital) has been investedin plant
and equipment (fixed assets). A lower ratio indicates a proportionately smaller investment in fixed
assets in relation to equity, and a better cushion for creditors in case of liquidation. Similarly, a higher
ratio would indicate the opposite situation. The presence of substantial leased fixed assets (not shown
on the balance sheet) may deceptively lower this ratio.

Debt I Equity
Computation: Total liabilities divided by tangible equity.
Total Liabilities
Tangible Equity
Interpretation: This ratio expresses the relationship between capital contributed by creditors and
that contribut~ by owners. It expresses the degree of protection provided by the owners for the
creditors. The higher the ratio, the greater the risk being assumed by creditors. A lower ratio generally
indicates greater long-term financial safety. A water entity with a low debt/worth ratio usually has
- greater flexibility to borrow in the future. A more highly leveraged water entity has a more-limited debt
capacity. Tangible equity is the total equity minus any intangible assets.

Operating Ratios
Operating ratios are designed to assist in the evaluation of management performance.
% Profits I Tangible Equity

Computation: Profit divided by tangible equity and multiplied by 100.
Profit Before Taxes x 100
Tangible Equity
Interpretation: This ratio expresses the rate of return on tangible capital employed. While it can
serve as an indicator of management performance, the analyst is cautioned to use it in conjunction with
other ratios. A high return, normally associated with effective management, could indicate an
undercapitaliz.ed water entity. Whereas, a low return, usually an indicator of inefficient management
performance, could reflect a highly capitaliz.ed, conservatively operated water entity. This ratio has
been multiplied by 100 since it is shown as a percentage. Profit may be zero, in which case the ratio
is zero. Profits may be negative resulting in negative quotients.
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% Profit I Total Asset\'

Computation: Profit divided by total assets and multiplied by 100.
Profit Before Taxes x 100
Total Assets
Interpretation: This ratio expresses the return on total assets and measures the effectiveness of
management in employing the resources available to it Ifa specific ratio varies considerably from the
ranges found in the past, the analyst will need to examine the makeup of the assets and take a closer
look at the earning figure. A heavily depreciated plant and a large amount of intangible assets or
unusual income or expense items will cause distortions of this ratio. This ratio has been multiplied
by 100 since it is shown as percentage. If profit is zero, the quotient is zero. If profit before taxes is
negative, the quotient is negative.

Sales I Net Fixed Assets
Computation: Net sales divided by net fixed assets (net of accumulated depreciation).
Net Sales
Net Fixed Assets
Interpretation: This ratio is_a measure of the productive use of a water entity's fixed assets.
Largely depreciated fixed assets or a labor intensive operation may cause a distortion of this ratio.

Sales I Total Assets
Computation: Net sales divided by total assets.
Net Sales
Total Assets
Interpretation: This ratio is a general measure of a water entity's ability to generate sales in
relation to total assets. It should be used only to compare water entities within specific size groups
and in conjunction with other operating ratios to determine the effective employment of assets.

Expense to Sales Ratios
The following three ratios relate specific expense items to net sales and express this relationship
as a percentage. Comparisons are convenient because the item net sales is used as a constant. The
first two ratios in this group when added together indicate the amount of each sales dollar that is used
to fund plant, property and equipment.
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The research upon which this manual is based and the printing of the manual were produced under
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